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Appendix A14 

Real Wages , Relative Prices , and Production Decisions in the 
Two-Factor Model 

The numerical example in Section 20 indicates that as production decisions 
shift toward the labor-intensive good (industry 2) , capital/labor ratios rise in BOTH 
industries. This can be seen to raise real wages in terms of both goods. Let W = 
nominal wage, 

Pi = price of industry 1 output, and 

Pj = price of industry 2 output. In industry 1 the real wage in terms of industry 
1 output is W/Pi = MPl 1 . In industry 2, the real wage in terms of industry 2's output 
is W/P 2 = MP l 2 . The expressions for the marginal products are found on p. 20.16. On 
page A14.2, the table shows that the real wage rises as production shifts toward the 
labor-intensive good, no matter which good is used to measure the real wage. Thus, 
all other things equal, workers would prefer, say, point 3 to point 2. (Can you work 
out why the owners of capital would have the opposite preference?) 

Note also that since with competitive labor markets, W is the same in both 
industries, P 2 /P 1 = MP L 1 /MP L 2 . Hence, you can determine the relative price ratio P 2 /P 1 
by dividing column (2) into column (1) on p. A14.2. This is shown in column (3) . 
P 2 rises relative to Pi as we move toward point 11 to entice more factor supplies 
into industry 2 . 




Real Wages and Relative Prices at Various Production points 


Production 

Points 

Real wage 
expressed in units of 
Ind. 1 output 

Real wage 
expressed in units of 

Ind. 2 output 

(2) 

P 2 

Pi 

(3) 

1 

.65 

- 

- 

-2: 

.87 

.81 

1.07 

3 

1.04 

.84 

1.24 

4 

1.19 

.86 

1.38 

5 

1.32 

.88 

1.50 

6 

1.44 

.89 

1.62 

7 

1.55 

.91 

1.70 

8 

1.66 

.92 

1.80 

9 

1.76 

.93 

1.89 

10 

1.84 

.94 

1.96 

11 

— 

.95 

— 


Note:;; ^j^astry ' 2 . '.is 
labor-intensive relatii 
industry 1. Hence, as 
move from points (1) to 
production of the 
labor-intensive good i 
expanding at the expens 
production of the 
capital-intensive good 


L/ Points correspond to production points on p. 20.17. 
?/ Real wage = MPl 1 = . 5 (Ki/In) . 5 . (See p. 20.16). 

3/ Real wage = MP L 2 = . 9(K 2 /L 2 ) (See p. 20.16). 




Closing the Example With a Demand Assumption 


'Jfji the Ricardian case, we closed "the model by assuming that consumers spent 
half their income on each good. Suppose we made such an assumption in this example. 
Could we solve for production of industry 1 and industry 2? 

From p. A14.1 we know that: 

P 2 _ MP L _ MP K 

p x ~ mp l 2 ~ mp k 2 

The demand assumption is that BiQi = P 2 Q 2 , i.e. 

That: 

h = Ql 

p i i e 2 

We can use the productions functions and the expressions for the marginal 
products from p. 20.16 to determine that given the half-and-half demand assumption, 
production will occur where 

L. 5 Ki 5 

— = - and = - 

L 2 9 K 2 1 

Since we know L T and K T we can solve for Li, L 2 , Ki, and K 2 and, hence, for Qi 
and Q 2 . 

The results are: 

ti 1071 $$ P^|ll3 

Ki = 4167 

and 

L 2 = 1929 Q 2 = 1774 

*= 833 

In other words, with half-and-half demand, the production point (equivalent 
to the consumption point in autarky) is between points (2) and (3) along the production 
possibilities curve of page 20.19. 



